UNI TED STATES DI STRI CT COURT
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DENNI S VERDUCHI , OPTI ON ONE
MORTGAGE CORPCRATI ON

VEMORANDUM AND ORDER

ERNEST C. TORRES, Chief Judge.

Backgr ound

The United States brought this action against Rosalina
Verduchi and her son, Dennis, in order to recover unpaid taxes
al l egedly owed by Rosalina and her | ate husband, Coriolano (“Cal”)
Verduchi. The government seeks inter alia:

1. Judgnment agai nst Rosalina for $397,824.16 in unpaid taxes,
plus interest and penalties accrued since March 18, 1993;

2. Aut hori zation to foreclose on a tax lien on the single-famly
residence located at 10 Chestnut Street, North Providence
Rhode Island, that the government alleges was fraudulently
conveyed to Dennis.

3. Judgnent agai nst Dennis for $196,000 plus interest based on
t he anount that Dennis recei ved when he nortgaged 10 Chest nut

Street.



4. Judgrent agai nst Denni s for $83, 000 plus interest based on the
val ue of a building at 1190 Dougl as Avenue, North Providence,
Rhode |sland, which the governnment alleges Cal fraudulently
conveyed to Dennis and which Dennis |ater sold.

After listening to the witnesses and reviewing the exhibits
presented at a brief bench trial, this Court finds as foll ows:

Fi ndi ngs of Fact

Cal Verduchi operated Cal’s Jewelry, a snall business that
manuf actured jewelry. On Septenber 9, 1952, Cal and his wfe,
Rosalina, purchased a single-famly residence at 10 Chestnut
Street, North Providence, Rhode |Island, where they |ived during al
of the events that are the subject of this litigation. Cal and
Rosal ina had three sons, Cal Jr., Anthony, and Dennis, who, when
t hey becane ol d enough, worked in the famly’'s jewelry business.

In the late 1970s, Cal began spending less tine in the
busi ness and nore tinme at a condom niumin Florida that was owned
by Lexi ngton Associ ates, a real estate hol di ng conpany i n which Cal
and Rosalina had a 50% ownership interest. Accordingly, Cal gave
all but 5% of the stock in Cal’s Jewelry to his three sons, in
equal shares. Shortly thereafter, Dennis stopped working at Cal’s
Jewelry and went into the nusic business wth a partner naned
Steven Bogle (“Steven”).

On Novenber 22, 1983, Cal purchased a commercial buil ding at

1190 Dougl as Avenue in order to give Dennis a suitable place from



which to operate his mnusic business. Cal paid $50,000 for the
property and it was agreed that, eventually, Dennis and Steven
would buy it fromCal for that price. |In the neantinme, Dennis and
St even each began nmking paynments of $553.82 per nonth to Cal.
Part of each paynment was for rent and the remai nder represented a
portion of the $50,000 purchase price.

A few nonths later, Dennis and Steven borrowed $100, 000 from
Security Bank to obtain working capital for their business. Cal
and Rosalina also, apparently, signed the prom ssory note as
guar ant ors.

Since Dennis was no longer involved in Cal’s Jewelry, on
Decenber 7, 1984, the corporation agreed to redeem his stock for
$250,000. A relatively small portion of the redenption price was
paid at that time and the bal ance of $231,500 was to be paid in
monthly installnments over a ten-year period.

Sonetinme in 1986, Dennis was experiencing financial problens
and st opped maki ng paynents to Cal for 1190 Dougl as Avenue because
Steven had | eft the nusic business and Dennis was having difficulty
maki ng paynents on the $100, 000 borrowed from Security Bank.! 1In
addition, around the sane tinme, Cal’s Jewelry stopped nmaking the

mont hly paynents for the redenption of Dennis’s stock because it,

! Dennis estimates that, by that time, he had paid approxinately
$10, 000 toward the purchase price for 1190 Dougl as Avenue, and that
Steven had pai d about $5,000 before | eaving the partnership.



too, was having financial difficulties.

On March 19, 1987, the IRS issued a Notice of Deficiency to
Rosalina and Cal, alleging that they owed nore than $82,000 in
federal incone taxes because deductions taken by the Verduchis for
| osses sustained from their investment in a tax shelter called
Hanpt on Associ ates had been disal |l owed. The Verduchis filed a
petition in the Tax Court contesting the disallowance but, on

August 4, 1987, in another case entitled Schwartz v. Conmm ssioner,

the Tax Court upheld the IRS s position disallowng |osses from

i nvestnents in Hanpton Associ at es. See Schwartz v. Conm Ssi oner,

54 T.C.M (CCH 11 (1987).

On Septenber 24, 1987, a little nore than a nonth after
Schwartz was decided, Cal conveyed 1190 Dougl as Avenue to Dennis
and rel eased Dennis fromany obligation to pay the bal ance of the
$50, 000 purchase price. Wiile the timng of that conveyance
appears suspicious, this Court accepts Dennis’s explanation that
Cal’s notive was to relieve Dennis of sonme of the financial burden
that he faced in paying the balance due on the Security Bank | oan
and to make up for the fact that Cal’'s Jewelry had ceased paying
Dennis for his redeened stock. Dennis’s explanation is supported
by evidence that, at the tinme the conveyance was nmade, Cal and
Rosal i na owned ot her property havi ng an apparent val ue nmuch greater
than the $82,000 tax liability asserted in the Notice of Deficiency

pl us any i nterest that m ght have accrued. The Verduchis’ property



included their home at 10 Chestnut Street, as well as a 50%
interest in Lexington Associates, which owned the Verduchis’

Fl ori da condom nium a commercial lot in Cranston, Rhode | sl and and
a duplex in Providence.

In 1988, while an appeal from the Tax Court’s decision in
Schwart z was pendi ng before the 9'" Circuit, the Verduchis and the
| RS agreed to be bound by the outcone.

In 1990, Cal suffered a stroke which left him disabled and
Dennis, the only Verduchi son living with his parents, began
hel ping to care for Cal and began contributing to the famly’'s
living expenses.

On April 19, 1991, the Ninth Grcuit affirmed the Tax Court’s
decision in Schwartz and on May 14, 1992, a little over a year
| ater, Cal and Rosalina conveyed 10 Chestnut Street to Dennis. The
conveyance was nmade for no consideration and Cal and Rosalina
continued to pay at |least a portion of the utility bills and the
real estate taxes on the property.? The proffered reason for that
conveyance, too, was that it was intended to nake up for the fact

t hat Denni s never had been paid for the redenption of his stock in

21t is not clear whether Dennis’'s contributions to the famly's
living expenses included paynments towards the taxes and utility bills.
In response to questions by the governnent’s counsel, Dennis testified
that his parents paid for the utilities and property taxes before and
after the transfer of 10 Chestnut Street. Later, in response to
guestions by his own counsel, Dennis testified that when his father
becane ill, he “started to absorb sone...like the property tax and
stuff.” The Verduchis’ 1994 bankruptcy schedul e shows nonthly
expenses for utilities and property taxes of $250 and $233,
respectively.



Cal’s Jewelry.

In March 1993, the IRS issued an assessnent against Cal and
Rosalina for nearly $400,000 and, in January 1994, it recorded a
tax lien on 10 Chestnut Street. Around the sanme tine, Cal’'s
Jewelry was placed in receivership and Dennis was |isted as a
creditor who was owed $179, 000 whi ch, presunably, represented the
bal ance due for the redenption of his stock.

In January 1996, the Verduchis filed a Chapter 7 bankruptcy
petition. Their petition listed, as assets, their 5%interest in
Cal’s Jewelry and their 50% interest in Lexington Associates. The
value of their interest in Lexington Associates was listed as
“unknown.” The properties at 1190 Dougl as Avenue and 10 Chest nut
Street, which previously had been conveyed to Dennis, were not
l'isted.

I n June 1996, the Verduchis received a general discharge under
11 U.S.C. § 727. In 1998, Cal died. Since then, Rosalina has been
l[iving in a nursing hone.

In January 1999, Dennis sold 1190 Dougl as Avenue to a bona
fide purchaser for $83,000 and in Novenber 2002, he obtained a
$196, 000 nortgage loan on 10 Chestnut Street from Option One
Mort gage Corporation (“Option One”), a financial institution. The
government concedes that the tax lien it asserts is subordinate to
Option One’s nortgage. Dennis, |ater, used the nortgage proceeds

to purchase property in Mine.



Anal ysi s

Fr audul ent Conveyance

Except as provided in 11 U S C 8 523, the discharge of a
Chapter 7 debtor releases the debtor fromliability for any debts,
including tax liabilities, incurred before the date of discharge.
11 U.S.C § 523. Anong the debts that 8§ 523 excepts from
di scharge are debts arising froma tax “wth respect to which the
debtor nmade a fraudulent return or wllfully attenpted in any
manner to evade or defeat.” 11 U. S.C. 8§ 523(a)(1)(0. Thus, a
di scharge does not release a debtor from liability for tax
obligations that the debtor sought to evade by fraudulently
transferring property prior to filing the bankruptcy petition. In
re Macks, 167 Br. 254, 257 (Bankr. M D.Fla. 1994) (“[I1]f the debtor
fraudulently transfers property prior to the filing of his
bankruptcy petition, 8 523(a)(1)(C) operates to deny that debtor a
di scharge of the debt in controversy.”).

In this <case, the threshold question is whether the
conveyances to Dennis of 1190 Douglas Avenue and/or 10 Chestnut
Street were fraudulent. |If neither conveyance was fraudul ent, the
Verduchis’ tax liability and any potential derivative liability
that Dennis mght have as transferee were extinguished by the
bankr upt cy di scharge. On the other hand, if either or both of
t hose conveyances were fraudul ent, the bankruptcy discharge would

not extinguish the Verduchis’ tax liability and Dennis would be



required to return or pay the value of the property fraudulently
transferred to him

The determ nation as to whet her “property of [a] bankrupt has
been transferred in fraud of creditors” is nmade in accordance with

applicable state |aw. Commi ssioner v. Stern, 357 U S 39, 45

(1958); Edel son v. Conm ssioner of Internal Revenue, 829 F.2d 828,

833 (9" Cir. 1987) (determ nation of fraudulent conveyance and
transferee’s liability for tax debt was controlled by state | aw).

See Aquilino v. United States, 363 U. S. 509, 512-13 (1960)(“both

federal courts and state courts nust |look to state law to
determ ne the property interest a taxpayer has in property subject
to a federal tax lien).

Under Rhode Island law, a transfer is fraudulent if the
conveyance is nmade (1) with actual intent to defraud, or (2) for
| ess than adequate consideration when, before or after the
transfer, the debtor is insolvent. See RI. Gen Laws 8§86-16-4

(1956) (1992 Reenactnent,); Rhode |Island Depositors’ Econ

Protection Corp. v. Mllicone, 677 A 2d 1337, 1339 (R 1. 1996) (A

transfer is fraudulent if it is made “w thout fair consideration
and the [transferor] was either insolvent at that tine or was
t hereby rendered insolvent.”). Mre specifically, 8 6-16-4(a) of
Rhode Island’s version of the Uniform Fraudul ent Transfer Act

(UFTA), provides:

6-16-4. Transfers fraudulent as to present and



future creditors. - (a) A transfer nade or obligation
incurred by a debtor is fraudulent as to a creditor,
whet her the creditor's claim arose before or after the
transfer was nade or the obligation was incurred, if the
debtor made the transfer or incurred the obligation:

(1) Wth actual intent to hinder, delay, or defraud any
creditor of the debtor; or

(2) Wthout receiving a reasonably equivalent value in
exchange for the transfer or obligation, and the debtor:

(i) Was engaged or was about to engage in a business or

a transaction for which the remaining assets of the
debtor were unreasonably small in relation to the

busi ness or transaction; or

(1i) Intended to incur, or believed or reasonably shoul d

have believed that he or she would incur, debts beyond

his or her ability to pay as they becane due.

Section 6-16-4(b) identifies the factors to be considered in

determning whether a transfer was nmade with actual intent to
defraud. It states:

(b) I'n determning actual intent under subsection (a)
(1), consideration may be given, anong other factors, to
whet her:

(1) The transfer or obligation was to an insider;

(2) The debtor retained possession or control of the
property transferred after the transfer;

(3) The transfer or obligation was discl osed or conceal ed;

(4) Before the transfer was nmade or obligation was
i ncurred, the debtor had been sued or threatened with suit;

(5) The transfer was of substantially all the debtor's assets;
(6) The debtor absconded;

(7) The debtor renoved or conceal ed assets;

(8) The val ue of the consideration received by the debtor
was reasonably equivalent to the value of the asset
transferred or the anount of the obligation incurred,

(9) The debtor was insolvent or becane insol vent shortly



after the transfer was made or t he obligation was i ncurred,

(10) The transfer occurred shortly before or shortly
after a substantial debt was incurred; and

(11) The debtor transferred the essential assets of the
business to a lienor who transferred the assets to an
i nsider of the debtor.

R1. Gen. Laws 8§ 6-16-4 (1956) (1992 Reenact nent)
A plaintiff/creditor has the burden of proving by a
preponderance of the evidence that a transfer by a debtor is

fraudul ent. See Ni senzon v. Sadowski, 689 A 2d 1037 (R 1.1997); see

also Ed Peters Jewelry Co., Inc. v. C & J Jewelry Co., Inc., 124

F.3d 252 (1st Cir. 1997).

The transfer of all of a debtor’s property to a spouse,
parent, child or other close relative for nom nal consideration
after a cl ai mhas been nade agai nst the debtor establishes “a prim
facie case of intent to delay, hinder, or defraud” within the

meani ng of 86-16-4(a)(1). Landmark Medical Center v. Gauthier, 635

A . 2d 1145, 1148 (R 1.1994)(citing Savoie v. Pion, 161 A 219, 220

(R 1.1932)).
Mor eover, for purposes of 8§ 6-16-4(a)(2), a debtor is deened
i nsolvent “if the sumof the debtor’s debts is greater than all of

the debtor’'s assets at a fair valuation.” Ni senzon v. SadowsKi ,

689 A . 2d at 1043 n. 9 (quoting R 1. Gen. Laws 86-16-2(a)). “[T]he
mere establishment by a plaintiff that a conveyance was nmade by an
i nsol vent debtor w thout consideration [does not] give rise to a

presunption that it was fraudul ent,” Landnmark v. Gauthier, 635 A 2d

10



at 1148 (quoting Ducharne v. Chanpagne, 292 A 2d 224, 226

(R 1.1972)).

Here, the governnent argues that the conveyances of 1190
Dougl as Avenue and 10 Chestnut Street were fraudul ent under both
86-16-4(a) (1) and (2) because they were nade with actual intent to
defraud and because they were nade for no consideration and “after
maki ng these transfers, Cal and Rosalina Verduchi were left with
huge debts and assets of about $4,000 in their names.” United
States pretrial neno, p. 13.

A. Re 1190 Dougl as Avenue

The evi dence does not support the contention that Cal conveyed
1190 Dougl as Avenue with actual intent to defraud. Cal purchased
that property four years before the I RS asserted any claimfor back
t axes; and, when he purchased the property, it was agreed that
Dennis would buy it from him by nmaeking paynents over a period of
tinme. In fact, Dennis did make nonthly paynents for about two
years until his nusic business floundered. Furthernore, Cal had
legitimate reasons for conveying the property to his son. Dennis
was struggling financially and Cal’s Jewelry had defaulted on its
prom se to pay Dennis for his stock

Nor does the evidence support the contention that the
conveyance of 1190 Dougl as Avenue left Cal and Rosalina insol vent.
Al though it is clear that the transfer was nade “w t hout receiving

a reasonably equivalent value in exchange,” the governnent has

11



failed to sustain its burden of showng that the Verduchis’
remai ni ng assets were insufficient to satisfy their obligations.
| ndeed, it appears that when the property was conveyed to Dennis,
t he Verduchis still owned their residence at 10 Chestnut Street and
had a 50% interest in Lexington Associates which owned other
properties, including the Florida condom nium the commercial |and
in Cranston and the duplex in Providence. Furt hernore, Cal
conveyed 1190 Dougl as Avenue to Dennis approximately six nonths
after the IRSissued its notice of an $82, 909 defici ency, and there
is no evidence that the Verduchis had other debts or that the val ue
of the property they still owned was | ess than their potential tax
liability.

B. Re 10 Chestnut Street

The circunmstances surroundi ng the conveyance of 10 Chest nut
Street were markedly different. That conveyance was nade after the
Verduchis’ tax liability had been established by the Nnth
Crcuit’s decision in Schwartz, and, by then, the liability had
bal | ooned to $354, 736 due to accrued interest. Furthernore, the
Verduchi s’ financial condition had deteriorated appreciably. Ca
no | onger had a source of income because he was di sabled and Cal’'s
Jewelry was in receivership. In addition, it appears that
Lexi ngt on Associ ates was experiencing financial problens because,
a year or two later, the Verduchis’ counsel inforned the IRS that

Lexi ngton Associ ates had debts of $190,000 and the Verduchis, as

12



partners, had a negative partner capital account of $90,000.3
Final Iy, although the evi dence does not show the exact val ue of the
other real estate owned by the Verduchis when 10 Chestnut Street
was conveyed, the bankruptcy petition that they filed three years
later indicates that they had total assets of $4,225.

These facts coupled wth the facts that Dennis was the
Verduchi s’ son; the Verduchis continued to live in the home and pay
property taxes after the transfer; and the absence of any other
pl ausi bl e expl anati on for the transfer suggest that the conveyance
to Dennis was i ntended to place 10 Chestnut Street beyond the reach
of the IRS. 1In any event, even if the transfer was not nade with
actual intent to defraud, it clearly runs afoul of § 6-16-
4(a)(2) (i1) because it was nmade when the Verduchis were insol vent.

1. The Renedy

1. Under 8§ 523 of the Bankruptcy Act, a discharge does not
exenpt a debtor fromliability for any tax obligations that the
debtor sought to avoid by fraudulently conveying property that
ot herwi se woul d have been avail able to satisfy those obligations.
11 U.S.C. § 523. Because the transfer of 10 Chestnut Street to
Denni s was a fraudul ent conveyance, the di scharge of Rosina and Cal

does not bar the IRS from collecting any taxes that they owe.

® This information was contained in Government Exhibit 10, a 1994
letter fromthe Verduchis' attorney Janmes Redding to the IRS
Al though the letter was not adnitted into evidence, it was referred to
during the trial.

13



Since their unpaid tax liability plus interest was, as of March 18,
1993, 397, 824.16, judgnment will enter in favor of the United States
agai nst Rosalina Verduchi in that amount, plus any additional
interest that may have accrued since then. In addition, that
transfer is declared void and, pursuant to 26 U S.C. 7403(c), the
governnment may foreclose its lien on 10 Chestnut Street with all
anounts in excess of Option One’s nortgage being applied toward
satisfying the Verduchis’ unpaid tax obligations.

Since any anount realized by the IRS upon the sale of 10
Chestnut Street will be dimnished by the amount of Option One’s
nort gage, the proceeds of which were paid to Dennis, judgnent may
enter in favor of the governnment against Dennis in the anount of

$196, 000 plus interest. See Spaziano v. Spaziano, 410 A 2d 113,

115, (R 1. 1980). (A noney judgnent against a transferee of a
fraudulently conveyed property is appropriate “where such
transferee has disposed of or dealt with the property...in such

fashion that a return of the property is inpossible.”) N senzon v.

Sadowski, 689 A 2d at 1044.

Because the conveyance of 1190 Dougl as Avenue to Dennis was
not fraudul ent, judgnent may enter for Dennis with respect to any
cl ai m agai nst hi m based on that conveyance.

Concl usi on

For all of the foregoing reasons, it is hereby ordered that

j udgnent be entered as foll ows:

14



1. Judgnent for the governnent agai nst Rosalina Verduchi in the
anount of $397,824.16 plus accrued interest from March 18, 1993;
2. The conveyance of 10 Chestnut Street is set aside as
fraudul ent and declared null and void,;

3. The governnent nmay foreclose on its |lien on 10 Chest nut
Street and apply the proceeds in excess of Option One’ s nortgage
towards Rosalina s unpaid tax liabilities;

4. Judgnent for the governnment agai nst Dennis Verduchi in the
anount of $196, 000, plus interest; and

5. Judgnent for Dennis Verduchi on the governnment’s claimwth

respect to 1190 Dougl as Avenue.

I T 1S SO ORDERED

Ernest C. Torres, Chief Judge
Date: April , 2005
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